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Larry Irving

cc: Commissioner James H. Quello
Commissioner Rachelle B. Chong
Commissioner Susan Ness

FOOTNOTES

1. Access Charge Reform, 1 ] i .
Inguiry, CC Docket No. 96-262, et al., FCC 96-488 (released Dec. 24, 1996) (Notice).

2. Although several of the Commission's reform proposals will affect all ILECs, id. § 52. the stated focus
of this proceeding is the 23 companies currently subject to price cap regulation, id. 1 50-51.

3. NTIA also recognizes the need for separations reform. To the extent that current separations rules
allocate costs to the interstate jurisdiction differently than would be the case in a competitive market,

that allocation will become increasingly unsustainable. Separations reform is thus an important part of a
rational pricing scheme for interstate access.

4. The need to assure that access reform benefits consumers is even more pressing in view of the effects
on service prices and customer bills that can be anticipated in the wake of changes in the Commission's

universal service policies.
5. Notice 19 42-44.

6.1d. 99 231-235.

7.1d. 9 56.

8. 1d. 9 55.

9. MTS and WATS Market Structure, 93 FCC 2d 241, 279, recon.. 97 FCC 2d 682 (1983), second
recon., 97 FCC 2d 834 (1984).

10. Today, the CCLC generates some $3.7 billion in revenues for the largest ILECs, as compared to $7.1
billion for the SLC. Notice ¢ 29, Table |.

11.1d. 9 65.

12. NTIA also strongly supports the Joint Board's opposition to any increase in the current SLC cap of
$3.50 per month for the first line to an individual's primary residence. Id.

13. ]d. 99 69-70. For example, data available to the Commission suggests that the ratio of costs for basic
rate ISDN and conventional analog service is approximately 1.24 to 1. Id. § 70. The Commission could
therefore surmise that an approprnate SLC for basic rate ISDN would be 1.24 times the applicable SLC
for a comparable analog service. As a separate matter, the Commission and State regulators should
conduct an expeditious and thorough investigation of the rates that ILECs charge for their ISDN service
to ensure that those prices closely approximate the costs of providing ISDN.

14. As the term implies, the SWC is the ILEC switching office that serves the interexchange carmer's
(IXC) point of presence. Id. € 25.

15.Id. 9 86.
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16. 1d. 19 87-88.

17.1d.  89.

18. See id. § 114 (noting that Ameritech has proposed a three to five year transition).
19.1d. 9 97.

20. 1d. § 18. See also Comments of Telepo& ‘Communications Group Inc., Access Charge Reform, CC
Docket No. 96-262, at 18-21, 29-33 (filed Jan. 29, 1997).

21. See Notice 99 102-103.

22. See id. 99 103-107 (noting claims made by the United States Telephone Association); Comments of
U S West. Inc., Access Charge Reform, CC Docket No. 96-262, at 59-62 (filed Jan. 29. 1997).

23. See Notice 9 41.
24.1d. 9 161.
25.1d. 9 218.

26. We have some reservations about rate prescription as a means of achieving that end. because of the
difficulty of identifying the "correct" price point. See also Comments of the Illinois Commerce
Commission, Access Charge Reform, CC Docket No. 96-262, at 23-25 (filed Jan. 29, 1997). We have
concluded, however, that a total service long run incremental cost (TSLRIC) model could be used to
establish the lower bound of a zone of reasonable prices should a prescriptive approach be adopted. See
Reply Comments of the National Telecommunications and Information Administration. ]

, CC Docket No. 96-98, at
18-24 (filed May 30, 1996).

27. Commenis of MCI Communications Corp., Access Charge Reform, CC Docket No. 96-262, at 8-9
(filed Jan. 29, 1997).

28. NTIA understands that some ILECs may claim that some of these excess costs were prudent when
incurred and that. therefore, ILECs are entitled to recover them. NTIA believes that the Commission --
in conjunction with State regulators -- should initiate a proceeding to determine how the Commission
will address and resolve ILEC claims about “stranded” investments.

29. As noted above, the goal would be expeditious elimination of the CCLC. There is credible evidence
in the record that a significant portion of the ILECs' costs are not attributable to the provision of basic -
telephone service and interstate access. MCI has estimated, for example, that more than 55 percent of
Tier 1 ILECs' total network costs represents over-built plant. excess customer operations expenses.
excess corporate operations expenses and inefficiencies. See Notice § 247. AT&T has offered evidence
that about S30 billion of the ILECs' net book investment is in facilities and equipment that are not
necessary to provide either basic telephone service or exchange access. See Kravtin, Selwyn and Laszlo
"Reply to Incumbent LEC Claims to Special Revenue Recovery Mechanisms" (Attached to Reply
Comments of AT&T Corp., Access Charge Reform. CC Docket No. 96-262 (filed Feb. 14, 1997)). Itis
also worth noting that a proposal recently offered by AT&T and Bell Atlantic/NYNEX would
immediately reduce per minute interstate access charges by $2.5 billion on July 1, 1997. "AT&T., Bell
Atlantic, NYNEX To Submit Compromise Proposal To Reform Universal Service, Access Charges”
(Joint Press Release dated Apr. 4, 1997). Although the parties would apparently allocate that reduction
differently than NTIA (focusing first on reducing the TIC), the AT&T/Bell Atlantic/NYNEX agreemen
demonstrates that a "down payment” with the context of the price cap record of a size sufficient to phas:

out the CCLC should cause no hardship to the ILECs, so long as that reduction is apportioned among al
ILECs in a reasonable and equitable manner.
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competition, the Commission should not allow them to use rate reductions offered to some access
customers to justify increases in the rates charged to any of their other access customer. Negotiated rate
reductions should be viewed as a clear signal that the marketplace has denied an ILEC an opportunity to
recover a portion of its reported access costs. The ILEC should not be allowed to resurrect that

opportunity by simply shifting those costs to more captive customers. Without this essential safeguard.
NTIA cannot support a marketplace approach.

3. Rates for Terminating Access

Rates for terminating access should be riowg'rAeat_er than rates for originating access, in the absence of
compelling evidence of significant differences in the underlying costs of those two service offerings.

This approach would use the marketplace forces that we expect to induce rate reductions for originating
access to limit the potential for excessive terminating access rates.

4. Imputation

To the extent that an ILEC offers interstate interexchange services, it must, of course, impute access

charges to its retail interstate operations.£32) For now, ILECs should be required to impute their tariffed
access rates to their retail operations. This will both deter potential anticompetitive conduct and
strengthen ILECs' incentives to reduce their tariffed rates over time. When effective local exchange
competition appears, the Commission should consider allowing ILECs to attribute to their interstate
services the same reduced rates made available to similarly-situated IXCs.

5. Performance/Compliance Review

Finally, if the Commission chooses to adopt NTIA's modified marketplace approach, it should

commence a review of its revised access charge regime no later than January 1, 1998.L32) At that time,
the Commission should consider the state of competition within the local exchange marketplace and
assess the extent to which marketplace forces are inducing further reductions in interstate access rates. In
particular, the Commission should determine whether ILECs have fully complied with their obligations
under the 1996 Act to interconnect with competing providers or to provide them with unbundied
network elements on just, reasonable, and nondiscriminatory terms. As part of that determination, the
Commission should consider whether ILECs are making available to their competitors unbundled
network elements and/or interconnection in accordance with operating and service standards prescribed
by the Commission. The Commission should assure itself that the systems necessary for seamless
interoperability of unbundled network elements and interconnected networks are in place and customers
can expeditiously switch among competing local exchange service providers.

If the Commission decides that ILECs have complied with these obligations, it should afford them an

additional degree of pricing flexibility £33 If the Commission concludes that the ILECs have not, it

should immediately prescribe further reductions in access rates in accordance with any methodology it
deems appropniate.

CONCLUSION

NTIA applauds the Commission for undertaking a much needed examination of the existing access
charge regime. We are encouraged by the proposals of various parties to come to grips with the
economic imperatives of this challenge, while ensuring the customers are the net beneficianes of the
effort. We hope that the proposal set forth herein will advance the debate to create a more flexible, less
regulatory framework that will promote competition. afford carriers a reasonable opportunity to recover

costs incurred in providing service and. most importantly, ensure reasonable rates for all
telecommunications service users.

Sincerely,
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30. We appreciate the proposal by AT&T/Bell Atlantic/NYNEX 1o further reduce access charges in a
second stage restructuring. \We have some concern, however, that this proposal results in shifting costs.
rather than subjecting them to marketplace forces, which may eliminate those costs altogether.

31. Notice § 168.

32. The Communications Act imposes that obligation on the Bell Operating Companies. 47 U.S.C.
§272(e)(3). Competitive fairness and efficient recovery of network costs requires that such an obligation
also apply to all other ILECs that offer interstate interexchange services. ‘

33. The Commission would. of course, continue to review and to adjust interstate access rates annually
in accordance with its price cap plan. It could address other implementation issues at that time.

34. Such additional pricing flexibility might include greater freedom to deaverage rates geographically
or among customer groups. and flexibility to depart from or to alter particular access rate elements. As
competition develops, the Commission could also consider relaxing somewhat the constraints discussed
above with respect to imputation and the pricing of originating and terminating access.

4/24/
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Ex Pane

Chairman Reed Hundt

Federal Communications Commission
Room 814

1919 M Street. NW

Washington, DC 20554

Dear Chairman Hundt:

By commencing a proceeding 1o consider reforming its access charge rules,' the Fed
Communications Commission (the "FCC" or the "Commission™) has embarked on another
critical step 1n its journey towards establishing the framework necessary to foster vigorous
compeuition in all telecommunications markets as envisioned by the Telecommunications A
1996 (the "1996 Act"). The United States Department of Justice (the "Department™) believ:
that reform of the system of interstate access charges, although not specifically mandated b
Congress, is essential to achieving the goals of the 1996 Act -- namely, the promotion of
competition in access and local exchange service markets and the realization of its attendan
consumer benefits. Thus, we offer the following observations and suggestions as the

Commission undertakes this important task.

-See Access Charge Reform. Notice of Proposed Rulemaking, Third Report and Or
and Notice of Inquiry, CC Docket No. 96-262, et al., FCC 96-488 (released Dec. 24, 1996
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L INTRODUCTION

After the divestiture of AT&T's local service operations to its former operating
companies, the FCC instituted the current system for collecting interstate access charges. Tt
system governs the charges that all interexchange carriers ("IXCs") and end users pay to the
incumbent local exchange cammers (“ILECs") for the origination and termination of long dist
calls. The new competitive landscape engendered by the 1996 Act, however. demands that
FCC revise its long-standing access charge system to facilitate free and fair competition in 2
telccommunications markets so that consumers may reap the full benefits of a competitive
marketplace. including lower prices. increased innovation. and higher quality products and
scrvices. In recognition of this critical need. the Commission issued a Notice of Proposed
Rulemaking ("Notice" or "NPRM") and asked for comments.

The Departmciii. one of the federal agencics responsiblc for enforcing the antitrust 1z
and promoting compctition. has played an active and ongoing role in the telecommunication
industry throughout this century. As we made clear in our comments relating to the
Commission's historic Local Competition Order,* the Department’s experience highlights tt
consumers should gain significant benefits upon the advent of substantial local telephone
competition. Our past experience suggests that competition will drive prices towards cost-b
levels. thereby maximizing output and the use of telecommunications services, while at the
time reducing costs and benefitting consumers through increased innovation and enhanced

scrvice off‘cn‘ngs. The FCC, like the Department, seeks to foster a competitive environment

’See Comments Of The United States Department of Justice, in Implementation of t;
Local Competition Provisions of the Telecommunications Act of 1996, CC Docket No. 96-¢
filed May 16. 1996.
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which these benefits can be achieved. As the Commission has recognized. reforming the
existing access charge rules is vital to ushering in this new era. To assist the Commission as 1
takes on this unprecedented and essential review of access charges. we set forth below our vie:

on the Principles for Access Reform and Deregulation (Part 11). Rate Structure Issues (Part 111

and Rate Level Issues (Part JV).

1L PRINCIPLES FOR ACCESS REFORM AND DEREGULATION

A. Overview

The ongoing proceeding to reform access charges constitutes one of a series of
intcrrelated proceedings designed to foster the development of competition in all
telecommunications markets. In the first of these rulemakings. culminating in the Commissic
historic Local Competition Order. thc Commission adopted rules to ensurc non-discriminator:
cost-based access to elements of the ILECs’ nctworks on an "unbundled” basis. Thesc rules
were designed to permit cfficient cntry into local exchange and access markets. and to facilita
the development of competition in thesc previously monopolized markets so that consumers
could benefit from greater choice, higher quality and lower prices in their telephone service.
The Commission recognized at that time, howcever, that implementation of the local competiti

rulcs would constitute only one of the important regulatory reforms necessary to achieve the

- consumer benefits that would come from a fully competitive marketplace. In particular, the

Commission stressed the need to reform the existing mechanisms for promoting universal
service and for regulating interstate access charges.
The current mechanisms. designed to accomplish important social objectives in an

environment of regulated monopolies for local telephone service, are fundamentally
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incompatible as presently structured with competitive markets for local telephone senices.
incompatibility arises from the fact that these regulatory mechanisms encourage or requirc
departures from cost-based pricing in order to provide a variety of implicit subsidies from sc
services or customers to others. For example, certain policies have lead to inflated access
charges in low cost areas in order to subsidize other high cost areas, i.c.. enabling the ILEC:
serve those arcas at below-cost prices. Similarly, interstate access charges are currently
structurcd to provide an implicit subsidy for local services by pricing long distance services
abovc cost.  While the social goal of universal scrviéc is still critical, the means of funding
goal must be adjusted to fit thc competitive environment.

Somc claim thc current regulatory regime may have also required or encouraged sor
ILECs to incur centain costs in cxcess of the forward looking economic cost (“economic cos
providing access services. and undcr some circumstances, the Commission may concludc th
sound regulatory policy or lcgal requirements support the recovery of such costs. That s, tl
costs could theoretically bc "strandcd” as a result of potential changes in access regulation ¢
a substantial downward prescription in current access prices). unless such changes arc
accompanicd by the creation of other recovery mechanisms. At this point, however, the
Dcpartment expresses no view on the likelihood that any ILEC may be able to establish suc
strandcd costs in the event of any coﬁtcmplatcd regulatory changes. Nonetheless., if the
Commission concludes that some ILECs will advance such claims in the wake of its reform
access charges. we suggest that the Commissioq take steps to prepare for evaluating such ¢l
and. if necessary. for developing appropriate mechanisms to recover stranded costs in a ma
that minimizes the distortion of consumption and investment decisions.

The present access charge system also subsidizes low volume users by pricing cena
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non-waffic sensitive costs on a traffic sensitive basis. For example. the cost of the local loc
largely a fixed cost, but it is recovered in significant part through the per-minute tam‘cr
Common Line Charge. This type of arrangement -- if retained over the long 1erm - would
incompatible with a competitive market in that it, among other things, would encourage
inefficient bypass of the local exchange network and lead to an under-usage of access ser

- The emergence of competition over time can be expected 1o make it increasingly d
{or the access charge system to implicitly cross-subsidize users within the system. since
competition tends to drive prices towards the economic cost of the provided service. Thus
order to protect the very important social gdals that have been served by the historical fun
of the access charge sysiem -- particularly the goal of maintaining affordable universal ser
the transition to competitive markcets requires the implementation of new mechanisms that
function cffectively and efficiently in a competitive envirorunent.

A failure to address these sorts of issues would incvitably impedc the developmen
compctition (thereby forestalling the lower prices and higher quality services that it wouk
to consumers). undermine the ability to continue to serve the social goals served by the cu
implicit subsidics. distort competition between incumbents and entrants. or some combin:
thc above. For a market to function effectively, competitors must be frce to enter when p
exceed economic costs and to underprice the incumbent in such instances. If this compet

- process operates effcctively in the context of the present access charge system, the ILEC:
begin'to lose the profits they previously earned in the markets in which they charged pric
exceeding economic costs. 1f competition eliminates those profits, it would be inapprops
require the ILECs to incur losses in otﬁer markets by providing services at belc;w-con pr

Such a requirement would also prevent entry by competitors which might serve those prt
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subsidized markets more efficiently than the ILEC.

A failure to develop new, explicit and competitively neutral mechanisms to replace |
system's present reliance on implicit subsidies also would frustrate the development of
competition in the markets that ILECs presently serve at above-cost prices by not setting cilq
rules to govern the emergence of competition in a previously-regulated market. Without su
rules, the ILECs may well claim that competition focused on the attractive markets would
deprive them of the opportunity to remain financially competitive if they were required to
continue serving those less attractive -- i.e.. higher cost -- markets at below-cost rates. Thu
absent the implementation of new explicit and competitively neutral funding mechanisms §
thesc important universal service objectives. each potentially procompetitive policy choice
regulators will face would be burdened at the outset by the contradictory challenge of havi
mect important social goals with traditional mechanisms that. at their core. rely on the mar
power of the ILEC.

Atntemnpting to maintain the system of implicit subsidics also would underminc the

incentives that arc fundamental to the success of competitive markets. Customer losses by
incumbents to entrants would cut into both ILEC profits and the availability of revenue to
service to high cost customers alike, but in undeterminabie amount and proportion. The ¢
of thesc losses might well be an cxpectation on the part of the ILECs to a degree of regula
indemnification, which, in turn, would blunt their performance incentives and kee.p them {
on the rcgulatory process rather than the market. If relieved of the burden to provide any
implicit subsidies, the ILECs would know ﬁp-front they could not obtain any such compe!
for a failure to perform in the marketplace.

Recognizing the imperative of reforming the present access charge system and the
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implicit subsidies it provides for universal service. the Commission properly charactenzed n
Local Competition Order as the first of a trilogy of regulatory reforms. to be followed by
universal service reform and access charge reform. and adopted transitional c;e\'ices 1o ensur
that the interstate access revenues of ILECs would not be severely undermined by competiti
forces before the Commission could complete all portions of this trilogy. As it now conside
alternative approaches to access charge reform. the Commission should follow the principle
described below. Adherence to these principles necessarily will be tempered. at least in the
term. by a variety of legal, administrative, and equitable concerns. all of which will require
carcful balancing by the Commission. Although the Dcpartment recognizes that the entire
process of access charge reform is likely to requirc a transition period. we urge the Commis
1o adhcre to thesc principles to the greatest degree possible as it phases in the necessany refc

Where the Commission concludes that departurces arc necessary. we recommend that the

Commission limit such dcparturcs to appropriatc transitional mechanisms.

B. Guiding Principles

The Commission has properly identified thc most important principle as its overnidi
goal in this proceeding: "to adopt revisions to our access charge rules that will foster
competition for these services ind eventually enable marketplacc forces to eliminate the ne
price regulation of these services” (Notice § 140). The Department wholeheartedly suppor
goal and the Commission’s efforts to develop and implement mechanisms to swiftly and fa
accomplish this result. The operation of marketplace forces in a fully competitive access n
can be cxpected to yield substantial consumer benefits. compared even to the most enlight

and cffcctive regulatory scheme. A competitive marketplace can be expected to yield effic
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prices for access services, to generate innovation in access services, 1o create propsr incentin
for investment in new facilities, to minimize the risks of anticompetitive bch.avi.or. and to do
these things without the substantial administrative costs and delays associated with regulator
efforts to accomplish those objectives.

The Commission also properly recognizes that a period of traditional regulation will
necessary until competition fuily takes root. At present, competition in access markets, and
the closely related local exchange markets with which they often share scope economies. 1s |
too limited to warrant full deregulation. The ILECs still maintain a substantial degree of ma
power in most switched access markets. and there is considerable uncertainty concerning the
pace at which effectivc competition will develop in these markets. Therefore, policies desig
to accelerate the development of access competition must be accompanied by policies 1o
constrain the excrcise of markct power during the transition to more fully competitive mark:
After a period of transitional regulation. the market would ideally reach an efficient pricing
structurc for access services. i.c.. onec where access services are priced at their underlying
economic cost. Until morc competition emerges. however, the Commission will need to
continuc regulating the pricing of access services.

All agree that current access charges substantially depart from an efficient pricing
structure. but the commenters to the Corhmission’s Notice have diffcred sharply as to the re
. for this departure. As suggested by the description above, some commenters have suggeste
this dcﬁarmrc stems from implicit contributions designed to further universal service object
(e.g.. support for high cost areas) and from the improper allocation of costs to the intc_rstatc
junisdiction (i.e.. to subsidize local telephone service). Other commenters suggest that curr

access prices exceed their economic cost because of ILEC inefficiencies, or because presen
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access charges do not reflect recent productivity gains or allow the ILECs an excessively
rate of return. Finally, some cofnmemers counsel against implementing various measures
reduce access charges on the ground that they would leave the ILECs with some stranded «
that they are entitled to recover.

We recognize that determining to what extent each of the above factors account fo
present level of acc;:ss charges and devising the appropriate solutions to bring them down
economic cost, may require work beybnd the current access charge proceeding to implem:
effcctively the principles outlined herein. Nonetheless, we believe that the access charge
proceeding will enable the Commission to commit to addressing each of the aforemention
issucs over a relatively short period of time. As to each of these issucs, we rccommend tt

(1) If the Commission institutes a basic svstern of explicit universal service subsid
result of its universal service proceeding that leaves any implicit subsidics in placc. it sho
identify such subsidics and target them for eventual replacement by explicit and competit
neutral universal scrvice mechanisms. Such mechanisms should be structured so as to cr
least ongoing distortion of purchase and investment decisions in competitive markets.

(2) The Commission should identify -- or commit to taking the necessary steps to
identify - any costs presently recovered through interstate access charges that should be
properly allocated as a cost to the intrastate jurisdiction, and undertake to reform the sep:
process accordingly.

(3) The Commission should aiso prepare for any claims that its reforms will leav:
ILECs with stranded costs that thcy‘ sho;.lld be entitled to recover by commencing a proc:
to establish the basic accounting rules for thesc claims as well as designing a competitive

ncutral mechanism to raise the funds -- if any -- that are nccessary to reimburse the ILE(
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any expenditures to which the Commission determines they are entitled and have been den
opportunity to recover.

(4) To the extent that it is able to do so in its ongoing price cap proceeding,’ the
Commission should evaluate, among other things, the productivity factor and cost of capit
adjustment used to establish the level of access charges in order to determine whether they
allowing the ILECs an excessive rec'over'y and, if necessary, adjust the price cap according
Moreover, we recommend that the Commission not implement any restructuring of access
charges until it completes its price cap proceeding.

After taking each of the above steps. the Commission will then be in a position 1o
determine what amount, if any, of the sums presently collected through the access charge
stem from ILEC inefficiencies or excess profits, which the ILECs should not be entitied
recover. At that point in time. the Commission will be in a position to prescnbe access ra
cconomic cost. if market forces have not already pushed them to that level.

The complete implemnentation of these principles will. we believe. create an acces:
charge structurc fully compatiblc with the competitive markets envisioned by the 1996 A
Accordingly. we vicw these principles as instrumental to ensuring that consumers reccive
greatest amount of the benefits from appropriately priced access services as soon as possi
These principles will also avoid the compettive distortions and the potential unfairness tc

_entrants and/or to ILECs and their shareholders that inhere in efforts to maintain pﬁces th
diverge from economic costs. Finally, these principles will ensure that the important obji

of maintaining universal service can be achieved consistently with the requirements for u

*Price Cap Performance Review for Local Exchange Carriers, CC Docket No. 94
Fourth Further Notice of Proposed Rulemaking, 10 FCC Red 13659 (1995).
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service mechanisms set forth in Section 254 of the 1996 Act and in 3 manner that will got
unfairly disadvantage the ILECs or new entrants.

To the degree that it is possible for the Commission to adbere to the p;inciplcs emt
in the approach outlined above in the pear term, the Commission should do so. We recog
that complete implementation of these principles may take some time. but we emphasize t
sooner they can bé put in place so as to foster full and fair competition. the sooner consun
can expect to enjoy competition's attendant benefits, including lower prices and enhanced
service offerings. To assist the Commission.in implementing a principled reform of its ac
charge rules, we offer the following specific suggestions. discussed in more detail below:

First, as addressed in Pant 111, we recommend reforming the current rate structure
establish a price structure which reflects the manner in which costs arc incurred. Specific
we recommend that. as a result of this proceeding. the Commission establish traffic sensit
charges to recover traffic sensitive costs. and non-traffic sensitive charges to recover non-
sensitive costs. This reform will substantially improve the efficiency of access markets. :
facilitatc the transition to competitive markets. At the same time. this restructuring will t
the ILECs by eliminating the artificial incentives for competitive entry targeted specifica!
high-volume customers.

Second, as explained in Part IV.A, we recommend that, as part of its current price

" proceeding. the Commission address the question of whether the productivity factor and
capital adjustment allow for an excessive recovery such that the price cap needs to be adj
If the Commission foresees that its pric; cap proceeding will call for an adjustment of the
cap in the near term. it may wish to delay the implementation of its plan for restructuring

charges so that it would coincide with any adjustment to the price cap.
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Third. as made clear in Part IV.B. we recommend that the Commission not réson X
prescribing rates to economic cost until it first addresses the pecessary transitional issues
outlined above. Rather, we favor the market-based approach outlined in the Nonice. We
acknowledge that there is considerable uncertainty today about the speed and uniformity w
which competition in access markets will develop and that this uncertainty counsels agains
relying permanently and exclusively on market-based approaches for reducing rate levels 1
economic costs. Nonetheless, the gradual downward pressure on access charges created b:
market forces as they emerge will provide the Commission with sufficient time to implem
other measures necessary to transition from a regulated 10 2 competitive market. Once the
Commission implements these other transitional measures, it will then be in a position to
evaluate whether market forces have driven access rates to economic cost. and if not, to
prescribe rates to cconomic cost at that time. The Department emphasizes the importance

Commission rcaching this point as expeditiously as possiblc.

IIl.  RATE STRUCTURE ISSUES

The Commission’s Part 69 access chargce rules establish the rate structure by whic!
ILECs recover the switched access costs currently assigned to the interstate jurisdiction.
rate structure was designed to operate in an environment in which the ILECs were the ex«
providers of local exchange and access services. In the wake of the 1996 Act. this systen
to be revised to facilitate a new era of open competition for all telecommunications servii
including those traditionally the sole proviﬁce of the ILECs. Indeed. as thc Commission
recognized (Notice § 43), inefficient mandatory rate structures are one of the reasons wh

current per-minute interstate access charges exceed economic cost. Since thesc rate leve
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cannot be sustained in a fully competitive environment. the Department strongly endorse:
Commission's tentative conclusion .(;\'otice € 56) that the vision of the 1996 Act calls for
economically rational access rate swucture. In particular. access charges shouid be assess
manner that reflects the way costs are actually incurred. that is. non-traffic sensitive costs
be recovered through non-traffic sensitive charges, and traffic-sensitive costs should be-
recovered through traffic-sensitive charges.

) There are two major categories of fixed costs that are currently recovered in part
per-minute access charges. The first category is the costs associated with the ILECs cor
line or subscriber loop. which are driven primarily by loop length and customer density.
the level of usage. At present. ILECs recover their common line costs through two chary
the subscriber line charge ("SLC™): and (2) the carrier common linc charge (“CC LY. T
is a fixec. per line asscssment which appcars as an additional charge for basic service on
monthly phone bill a customer receives from his or her local senvice proﬁdcr. The SLC
presently capped at $6 per month for multi-line business customers and $3.50 for resider
singlc-linc customers. Any interstatc loop costs not recovered through the SLC are colle
the form of a per-minute CCL chargce asscsscd on all interexchange camicrs. These usag
CCL charges accounted for approximately $3.7 billion in regulated access revenues for 1
A ILECs in 1995. (Notice 29).

The second category of fixed costs currently recovered through traffic sensitive (

are associated with local switching services. Local switching involves the pfocess of ol
call coming in on one line onto wrunks leading 1o the IXC's point of presence in an arca

or from the POP to a line for terminating access based on the telephone number dialed t

end user placing the call. Current FCC rules require the ILECs to charge per-minute ra'
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the recovery of all local switching costs. The Commission has correctly acknowledged N\o
72) that a substantial portion of local switching costs are non-traffic sensitive. These costs
would include. for example, the costs of line cards or line-side ports which do not vary with
amount of traffic carried over the loop. Local switching charges accounted for $4.2 billion
Class A ILEC access revenues during 1995 . (Notice § 29).

The ﬁndmmul problem with the existing rate structure is that recovering non-trafi
sensitive loop and switching costs in the form of per-minute access charges ensures that
interstate access charges will exceed the economic cost of providing those services to certair
customers. In essence. the existing rate structure artificially raises the variable cost of provi
intcrexchange services. so that high-volume toll users are compelled to pay charges to their
that typically excced the costs associated with serving those customers. The inefficiencics ¢
currcnt rate structurc thus translate directly to increased per-minutc long distance rates char:
to all toll consumers. Accordingly. restructuring of the access charge system to align non-u
scnsitive costs with non-traffic scnsitive charges should immediatcly permit reductions in p
minute long distance rates that will directly benefit all toll consumers. Thesc reductions sh
in turn, stimulate some increascd demand for long distance scrvices and promote a more
economically efficient level of network usage.

In addition to the obvious benefits of lower long distance rates, rate restructuring w
also reduce the distorted market entry incentives created by the existing rate structure. By
artificially increasing per-minute interstate access charges above their true economic costs.
current rate system discourages competitive service offerings to lower volume users while
simultaneously encouraging inefficient entry targeted at high volume users. Likewise, hij

volume long distance customers are encouraged to bypass the ILECs' switched access sys!

H:\AAGWEISER\ACZESS\ACC.FN§ - -14- April 23, 1957 «



entirely through the use of special -- i.e.. dedicated line -- access arrangements even where
bypass is not economically efficient. Rate restructuring that establishes recovery mechanis
that are consistent with the nature of the costs being recovered will also address these
inefficiencies. thereby bringing the benefits of competition to low volume users and encow
entry only where it wopld be efficient. Accordingly. the Department urges the Commissio
correct the existing inefficiencies of the current rate stucture so as to ensure that non-traffi
sensitive loop and switching costs are recovered through non-traffic sensitive charges. The
Department further recommends that the timing of this restructuning coincide with the

completion of the Commission's price cap proceeding.

IV. RATE LEVEL ISSUES

As noted above. even if implicit subsidies for universal service and intrastate servi
fully removed from the access charge system. the access prices permitted by current regul.
may still exceed the sum of the economic costs of providing access services and other cos!
any. that the ILECs should be allowed to recover as a matier of sound regulatory policy ar
law. This potcmiai gap may result from thc combination of a variety of factors including
incfficiencies in providing access services. the limited ability of regulation to constrain th
excrcise of market power of (i.c., price charged by) the ILECs, and evolving technology.
others. In short. the Depantment believes that the Commission should establish an approa
this issue that most responsibly, expeditiously, and effectively (1) removes those costs frc
access charge system that should not be there by making any necessary adjustment to the
cap regime: (2) reimburses the ILECs for any valid costs they incur or have incurred (e.g

universal scrvice subsidies) through explicit. competitive neutral mechanisms; as well as
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seeks to bring access charges down to economic cost. As we see it. this process involves onc
more immediate and one ongoing part: (A) an adjustment of the price cap that may be
undertaken as part of the ongoing price cap proceeding (e.8.. to account for recent productivi
gains and any over-recovery on the cost of capital): and (B) a framework for effectively

addressing the necessary transitional issues and bringing access rates down to economic cost.

A. Price Cap Review

The Commission’s Notice asks whether revisions to the existing price cap regime ma
an appropriate method for applying downward pressurc on access rates. (Notice 9% 231-23§
the Commission adopts a fully prescriptive approach for bringing access levels to economic
in this procceding. these revisions will be unnccessary. If, as the Department sdggests. thé
Commission uscs a market-based approach while it proceeds with the transitional measures 1
make its access system compatible with the new competitive environment. the Department
belicves that the Commission should. as part of its ongoing price cap proceeding,’ evaluate,
among other things. the productivity factor and cost of capital adjustment to determine whet
the price cap system is allowing the ILECs an inappropniate recovery. Given that the
Commission's last consideration of its price cap rcgin;c acknowledged the possibility that 1}
productivity factor needed to be adjusted and the price cap regime will need to be modiﬁed

any event to accommodate a reform of the access charge system,’ the Commission should u

ongoing price cap proceeding to ensure that the new access charge regime is not allowing tl

‘Sec footnote 3, supra.

SPrice Cap Performance Review for Local Exchange Carriers. CC Docket No. 94-1
Report and Order, 10 FCC Red 8961 (1995).
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ILECs an inappropriate recovery.’ Indeed. because the 1996 Act set fonb a new regulaton

environment. it is particularly appropriate at the present time to make any nccessér_\' adjustr
to the price cap regime. Finally, the Deparunent recommends that the Commission time the
effective date for restructuring access charges to coincide with the completion of its price ca

proceeding.

B. Framework for Reducing Rate Levels

In addition to any appropriate adjustment to the existing price cap. the Commission
identified two possible approaches which might be used. individually or in combination. to
reduce access prices to appropniate levels. A "market-based” approach would rely largely ¢
cmerging competition to reduce access prices. and would grant ILECs increasing flexibility
pricing access services during the transition to competitive markets. A "prescriptive” apprc
would rely principally on direct regulatory measures to reduce access priccs.

As cxplained in Part 11, the Department advocatcs that the Cdmmission rely. at lcas'
initially and in significant part. on a market-bascd approach to allow the Commission to
undcrtake the nccessary measures to address the inflated level of access charges (i.e.. their
divergencc above economic cost). A fully prescriptive approach bears the virtue of immed
removing any excess charges contained within the current access charge regime. Without .
adequate mechanism to address the issues of implicit universal service subsidies, the

overallocation of costs to the interstate jurisdiction. and the proper recovery of stranded co

‘The Department recommends that any readjustment to the productivity factor be t
on an industry-wide estimate, rather than a firm-by-firm readjustment. A firm-by-firm
rcadjustment would eliminate cost-reducing incentives by effectively punishing the firms
have reduced their costs the most.
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the extent that any exist), however. we think it unwise to push ahead with a full prescnptive ¢
in access charges at this poiht .in time. A market-based approach, on the other hand. will alio
competitive pressures to bring access charges to economic costs in a more gradual fashion,
allowing the Commission time to address the necessary wransitional issues.

We acknowledge that the market forces that will pressure access charges towards
economic cost are likely to take some time to materialize for most customers and in most area
At present. facilities-based competitors to the ILECs serve only a minuscule fraction of switc!
access customers. These competitors operate only in limited geographic areas. and have focu
on serving customers which offer the largest revenue opportunities in relation to the costs of
constructing network facilities. Whether measured by number of access lines or by access
rcvenues. these competitors have very small market shares. Because of the cost and time nec
to construct facilities. as well as the many other impcdiments to entry and expansion. we don
cxpect fully independent facilities-based competition to discipline most access prices in the n
term. although such competition may senve to limit the ILECs' market power within discrete
market niches.

Over the longer 1'errn. the competitive significance of fully independent facilities-basc
competitors is morc promising. though still uncertain. Alternative local distribution
technologies. such as wireless loop technology or bybrid fiber/coax networks. eventually ma;
permit such facilities-based competition for a large proportion of customers, but the viability
these alternative technologies remains unproven, both technically and economically. Absent
development of these or other new technologies, fully independent facilities-based competiti
is unlikely to reach most segments of the market for a considerable period of time.

Thus. in the immediate future. the development of access competition will be depend
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on the use of the ILECs' unbundled network elements. The Department strongly supports 1
Commission’s continuing efforts to successfully implement the requirements of the 1996 A
ensuring full compliance with sections 251 and 252 and the Loca! Competiu'o;z Order. The
Commission's Notice acknowledges the importance of unbundled network element compet
among other ways. by proposing that appropriate provisioning and pricing of these elemen
included among the "triggers” that would permit additional pricing flexibility when ILECs
potential access competition. In the Department’s view. the appropriate provisioning and
of the nccessary elements cannot alone be expected to assure the development of such
compctition. or guarantee its imminence. Rather. a vaniety of other factors will be criticall
important to the speed and extent to which such competition emerges.

First. it is still not clear how many customers may bc served profitably using unbur
nctwork clements. even if thosc clements arc availablc at geographically de-averag.d pnct
reflecting economic costs. For the most pan. final cost studics for unbundled network eler
rcmain to be complcted. and cntrants who wish 10 use unbundied network clements will ha
many network costs in addition to the cost of the ciements they obtain from ILECs. Speci
they will incur the cost of unbundling the elements, the cost of ordering and provisioning 1
and the cost of combining them with the facilities of their own which they choose to utiliz

Second. there is no assufaﬁce that technical problems associated with the use of
unbundled network elements will be surmounted quickly or cheaply. While many forms «
. unbundling appear to be feasible today, the implementation of unbundling atv a commercia
significant scale has not yet been accomplished. If unanticipated technical difficulties ari:
the implementation of unbundling. competition could be delayed.

Finally, in addition to these potential obstacles to the development of competition

H: \AAG\WEZSER\ACSESS\ACS . FN6 -19- April 23, 1997 |



originating access. there are other factors that may limit the ability of competition to constra:
prices for terminating access in particular. As the NPRM notes, decisions to lplace calls and 1
responsibility for paying for calls lies with the calling party, while the choice of the service
provider for call termination rests with the called party. Because _of these facts. terminating
access may not face the same competitive pressure as originating access. See Notice #€ 271,
272.

In crafting its plan to implement the necessary transitional measures and to reduce ac
chargcs. the Commission must balancc_scvcral different factors. We are thus cognizant that
several different avenues. including the adoption of specific time frame triggers for prescript
reductions as certain transitional measures arc achicved, may all reach the same result. Inth
spirit. the Department offers its suggested approach. with the recognition that any number of
modifications would approximate the balance struck by -- and the principles embodied -- wi
our proposal.

In essence, the Department proposes that the Commission adopt a four part plan. Fii
the Commission should reform the rate structure as outlined in Part 111 above. and. in tander
adjust the price cap regime as appropriate, see Part IV.A. In combination. these measures sl
lcad to a reduction in access rates. Second. the Commission should allow market forces to

pressure access rates towards competitive levels over time. Third, the Commission should

- the gradual downward pressure on rates to allow it to address the transitional issues outlinec

Pant Il above, explicitly adjusting rates as it does so. Finally, after compieting its
implementation of the necessary transitional measures. we recommend an evaluation of the
market-based approach, with a downward prescription of rates in the event that the market

to push rates to their economic cost.
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